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Saf e Harbor for Satisfying Statutory Requirenments for Valuation under
Section 475 for Certain Securities and Commodities.

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Advance notice of proposed rul emaking.

SUMMVARY: This docunment describes and expl ains a possible franmework
for a safe harbor (including recordkeeping and record retention

requi renents) that would satisfy the statutory requirenment to val ue
certain securities and commodities under section 475 of the Internal
Revenue Code. This docunment also invites comments fromthe public on
this safe harbor and other alternative valuation nethodol ogies. All
materials submtted will be available for public inspection and

copyi ng.

DATES: Witten or electronic comments nust be submtted by August 4,
2003.

ADDRESSES: Send subni ssions to: CC:PA:RU (REG 100420-03), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngt on, DC 20044. Subni ssions may be hand delivered Monday

t hrough Friday between the hours of 8 aam and 4 p.m to: CC PA RU
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(REG 100420-03), Courier's Desk, Internal Revenue Service, 1111
Constitution Avenue NW, Washington, DC. Alternatively, taxpayers
may send el ectronic comments directly to the IRS Internet site at

WWW. i rS. gov/regs.

FOR FURTHER | NFORMATI ON CONTACT: Concerni ng subm ssions, LaNi ta Van
Dyke, (202) 622-7180; concerning the proposals, Marsha Sabin or John
W Rogers II1l, (202)622-3950 (not toll-free nunbers).

SUPPLEMENTARY | NFORMATI ON

A. Overvi ew

Section 475(a) requires dealers in securities to mark their
securities to market. If a security is inventory, it nust be
included in inventory at its fair market value. If a security is not
inventory and is held at the end of the taxable year, it nust be
treated as if it were sold for its fair market value on the |ast
busi ness day of the taxable year. Mark-to-market treatnent is
avail able on an elective basis to cormmodities dealers and to traders
in securities or commpodities. See sections 475(e) and (f).

Al t hough the nmeaning of the term“fair market value” has |ong
been established, it has been difficult for both taxpayers and the
|RS to determine fair market value in certain situations. To reduce
the adm ni strative burden on taxpayers and the I RS of determ ning
fair market val ue under section 475, the IRS and the Treasury

Departnment are considering the publication of a notice of proposed
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rul emaki ng that, by allow ng values used on a financial statenent to
be used on the tax return, would provide an el ective safe harbor for
satisfying the statutory requirenment to value securities and
commodities.

Three broad principles guide eligibility for the safe harbor.
First, any mark-to-market nethodol ogy used on a financial statenent
submtted for financial reporting purposes would have to be
sufficiently consistent with the mark-to-market nethodol ogy used
under section 475. Second, the financial statenment would have to be
one for which the taxpayer has a strong incentive to report val ues
fairly. Third, if requested, the taxpayer would have to tinely
provide the IRS with the informati on and docunents necessary to
verify the relationship between the values reported on the financi al
statenment and the val ues used for purposes of section 475.

B. Principle One: Mark-to-Market Methodol ogy for Financial Reporting

To qualify for the safe harbor, a mark-to-market methodol ogy
used for financial reporting should be sufficiently consistent with
the requirenments of a mark-to-market nethodol ogy used for
section 475. Under section 475, a mark-to-market nmethodol ogy nust
(i) value securities and commodities as of the |ast business day of
each taxable year, (ii) recognize into incone the gains and | osses
arising fromchanges in value each year, and (iii) conpute gain or

| oss on disposition by reference to the value at the end of the prior



-4-
year. To the extent that mark-to-market nmethodol ogies for financial
reporting and section 475 differ, the IRS and the Treasury Depart nent
request comments identifying the differences and addressi ng whet her
and how the differences should affect the safe harbor.

The val uation standard under section 475 is fair market val ue,
the price at which property woul d change hands between a willing
buyer and willing seller, neither being under any conpul sion to buy
or sell and both having reasonabl e know edge of relevant facts. The
| RS and the Treasury Departnment are considering whether to use the
fair value standard under U.S. Generally Accepted Accounting
Principles (“GAAP”) as a proxy for the fair market val ue standard
required for tax purposes. |In particular, the IRS and the Treasury
Department seek coments on whet her GAAP permts (i) valuation of
securities at the bid price, (ii) downward adjustnments from m d-
mar ket values for future adm nistrative, hedging, or financing
expenses, or (iii) one or nore redundant downward adjustments from
m d- mar ket values for credit risk. (In other words, if future cash
flows are discounted to present value using a rate, such as LIBOR
(London Interbank Offered Rate), that corresponds to the credit
quality of the counterparty, is there a need for any additi onal
credit adjustnent?)

The IRS and the Treasury Departnent are interested in receiving

information on the types of adjustnents that are currently used for
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financial statenment purposes and an expl anation of these adjustnents.
Comrents are requested on the Financial Accounting Standards Board’'s
consideration of fair value reporting of derivatives and the

val uation of projected cash flows and any inpact that has on how

t axpayers are reporting any valuation adjustnments for fair val ue

pur poses.

C. Principle Two: Financial Statenents and Busi ness Use

Two factors are relevant in establishing that the taxpayer has
a strong incentive to report values of the securities and comodities
fairly on the financial statement: (i) reporting of values on a
financial statenment; and (ii) significant use of those reported
val ues in the taxpayer’s business.

As to the reporting of values, the IRS and the Treasury
Departnent are considering various types of financial statements for
the safe harbor. Three classes of financial statenments under
consi deration are:

(1) Afinancial statenment required to be filed with the
Securities and Exchange Comm ssion (“SEC’) (the 10-K or the Annual
Statenent to Sharehol ders);

(2) A financial statement required to be provided to the
Federal government or any of its agencies (other than the SEC or the
| RS); and

(3) Acertified audited financial statenent not required to be
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filed with the SEC or anot her Federal agency.

In certain limted circunstances, it nmay also be appropriate to
consider financial statenents required to be filed with a state
government or any of its agencies, a political subdivision of a
state, or possibly a foreign regul ator.

It may al so be relevant whether a statenment is provided to
equity hol ders or creditors.

Comrents are requested on the extent to which each of these
various classes of financial statenents is appropriate for the safe
har bor and whet her any other classes of financial statenments nay be
as well.

As to significant use of reported values in the taxpayer’s
busi ness, potentially significant uses include guiding the taxpayer’s
pricing and ri sk nmanagenent deci sions and determ ni ng enpl oyee
conpensati on.

Speci al considerations arise if securities or comodities are
held by a party related to the issuer or if derivatives in securities
or commodities (including forward contracts in cash markets) exist
bet ween rel ated parties. Financial consolidation can cause these
securities or commodities (including derivatives) to be either
elimnated (because of netting) or inconpletely reported on financial
statenents. Additionally, in certain circunmstances, these rel ated

party transactions may not receive the sanme |evel of regulatory
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scrutiny. It is not clear, therefore, whether the safe harbor would
be appropriate for securities or commdities held by a party rel ated
to the issuer or for derivatives in securities or comodities that
exi st between rel ated parties.

D. Principle Three: Recordkeeping and Record Production

Under the safe harbor, exam nations of returns would focus on
how t he val ues used in the financial statenents relate to gain and
| oss on the tax returns. Consequently, records would have to clearly
show. (1) that the sane value used on the financial statenent was
used on the tax return; (2) that no security subject to section 475
and reported under the required nethodol ogy on the financi al
statenment was excluded in the application of the safe harbor; and
(3) that only securities or commdities subject to section 475 had
been carried over to the tax return under the safe harbor.

G ven the conplexity of the business operations of many
t axpayers, conparing a single line on the financial statenent to a
single line on the tax return will not suffice to verify that the
same val ue used for the financial statenment was used on the tax
return. Therefore, a safe harbor will inpose specific verification
and reconciliation requirenents.

The I RS and the Treasury Departnent are concerned about
val uation issues that may arise from pooling of securities and

commpdities. Coments are requested on how securities and
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commodities are pool ed for purposes of financial reporting, how they
are pooled for tax reporting, and how the Conmm ssioner can verify the
basis determ nation of a single position contained in the pool if
that position is sold or settled in the year followi ng the mark and
ot her positions in the pool are not sold.

The IRS and the Treasury Departnent are simlarly concerned
about the consolidation and de-consolidation of the business
structure. Coments are requested on the inpact of the consolidation
and de-consolidation on determ ning whether the sanme securities and
commodities will be reflected on both the financial statement and the
tax return.

The I RS and the Treasury Departnent are considering rules that
woul d require electing taxpayers to maintain and, if requested,
provide to the Conm ssioner in a tinmely manner the follow ng records:
(1) books and records clearly establishing that the values used in
determ ning gain or |oss under section 475(a) for eligible securities
or commodities were the values used in the financial statenent;

(2) for taxpayers filing a Form 1120, a reconciliation of the anmount
of net incone reported on the financial statenent to the anmount
reported on line 1 of the Schedule M1 on the Form 1120, Corporate

| ncome Tax Return; and (3) for other taxpayers, a sim/lar
reconciliation schedule. The docunents for reconciliation purposes

i ncl ude supporting schedul es, exhibits, conputer prograns used in
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produci ng the val ues and schedul es, and docunentation of rules and
procedur es governi ng determ nation of the values. Books and records
woul d i nclude all those that are required to be maintained for
financial or regulatory reporting purposes, even if those books and
records are not specifically covered by section 6001. Comments are
requested on whet her | ess burdensone recordkeepi ng requirenments could
be devel oped that would still allow for effective verification of
conformty.

The I RS and the Treasury Departnent are considering situations

in which the Comm ssioner should enter into agreenments with specific
t axpayers establishing which records woul d have to be maintained, how
the records woul d have to be mmi ntai ned, and how |l ong the records
woul d have to be retained. Because an agreenent would be tailored to
a particular taxpayer’s operations and environnent, it is expected
t hat an agreenment would arise only after individual negotiations.
Al t hough no taxpayer would be entitled to an agreenent, an agreenent
based on an early understanding of a taxpayer’s operations would be
in the best interests of tax adm nistration and, therefore, would be
encour aged.

E. El i gi bl e Taxpayers

The safe harbor is being considered for dealers in securities
under section 475(c)(1l). MWhether the safe harbor would al so be

extended to securities traders, dealers in commpdities, and
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commodities traders would | argely depend on whet her the extension
woul d conmport with the principles described in the Overview.

F. Eligible Securities and Commpdities

Section 475 applies to a wide variety of securities and
commodities. It is relatively easy for both taxpayers and the IRS to
determ ne the fair market value of positions for which pricing
information is readily available, such as nost actively traded
personal property. The need for a safe harbor is nost pressing for
positions for which pricing information is not readily avail abl e,

i ncludi ng nore conpl ex notional principal contracts and derivative
instrunents, and hedges described in sections 475(c)(2)(D), (E), and
(F). Coments are requested on what securities should be included in
t he safe harbor

Commdities raise problens simlar to those for securities, so
the need for a safe harbor is simlarly pressing for commuodities
(i ncludi ng commdities derivatives) for which pricing information is
not readily available. Coments are requested addressing application
of a safe harbor for comopditi es.

G Comments on O her Val uati on Met hodol ogi es and Saf e Harbors

Coments are requested on whether there are other nethodol ogies
for determ ning fair market val ues under section 475. Comments are
al so requested on whether other safe harbors could act as proxies for

fair mar ket val ue under section 475.
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/s/ Lon B. Smth

Lon B. Smth
Associ ate Chi ef Counsel
(Financial Institutions and Products)



